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ABSTRACT 



The federal government administers an Earned Income Tax 
Credit (EITC), as do many states. States that enact EITCs can reduce child 
poverty, support welfare- to-work, and cut taxes for working poor families. 

The popularity of state EITCs results from continued child poverty, welfare 
reform, and tax changes. Research confirms the effectiveness of federal EITCs 
in supporting work and alleviating child poverty, lifting nearly five million 
people out of poverty each year, contributing to significant increases in 
labor force participation among single mothers, and allowing EITC recipients 
to make investments that enhance economic security and promote economic 
opportunity. Sixteen state EITCs piggyback on the federal EITC. Eleven states 
follow the federal practice of making the credit refundable, so the family 
receives the full amount of the credit. In the remaining five states, the 
credit is available only to the extent that it offsets a family's income tax, 
which provides no relief to working families with income too low to owe any 
taxes. The annual cost of refundable state EITCs ranges from $11 million to 
$361 million. Most state credits are financed from funds available in the 
state's general fund. Two appendices present federal EITC parameters and 
estimated cost of refundable state EITCs. (SM) 
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Executive Summary 



An Earned Income Tax Credit is a tax reduction and a wage supplement for low- and 
moderate-income working families. The federal government administers an EITC through the 
income tax. So do a rising number of states. States that enact EITCs can reduce child poverty, 
support welfare-to-work efforts, and cut taxes for families struggling to make ends meet. 



Rising Number of States Offer EITCs 

In the 2000 and 2001 legislative sessions, ten states (counting the District of Columbia as 
a state) enacted new Earned Income Tax Credits or expanded existing state EITCs. The District 
of Columbia, Illinois, Maine, New Jersey, and Oklahoma enacted new EITCs. Colorado, 
Maryland, Minnesota, New York, and Vermont substantially expanded existing EITCs. 

Altogether, 16 states now offer EITCs based on the federal credit. 1 Such credits have 
gained support across the political spectrum. EITCs have been enacted in states led by 
Republicans, in states led by Democrats, and in states with bipartisan leadership. The credits are 
supported by business groups as well as by social service advocates. 



*A 17 th state, Indiana, offers an “earned income tax credit” that is quite different from the federal credit; the 
Indiana credit is discussed briefly on page 17. In addition, two local governments - Montgomery County, 
Maryland, and Denver, Colorado - offer local EITCs that are discussed on page 25. 



Why Consider an EITC? 



Several developments explain the popularity of state EITCs. 

• Continued child poverty. At the height of the 
economic expansion in 2000, some 7.3 million 
children in working families remained poor. 

With a slower economy, that number is likely to 
be higher in 2001 and future years. State EITCs 
can help reduce poverty among families with 
children. 

• Welfare reform. Over the last six years, several 
million welfare recipients have left welfare and 
entered the workforce. Many of them, however, 
cannot make ends meet on their earnings alone. 

A full-time job at the federal minimum wage 
often is not sufficient to lift a family out of 
poverty. State EITCs support families who enter 
and remain in the workforce. 

• Tax changes. Over the last several years, a 
number of states have responded to strong fiscal 
conditions by enacting tax cuts. Enacting a state 
EITC is a way to ensure that low- and moderate- 
income families share in the benefits of tax cuts. 

Conversely, to the extent that states now respond 
to tightening budgets by raising taxes, a state 
EITC can ensure that the burden of any tax increase does not fall most heavily on 
low-income families. This is particularly important because most state tax 
systems rely heavily on regressive sales, excise, and property taxes. Moreover, 
nearly half of the states impose an income tax on working-poor families. A state 
EITC can help offset such taxes. 



State Earned Income 
Tax Credits Based on 
the Federal Credit 

Refundable credits 
Colorado 

District of Columbia 
Kansas 
Maryland 
Massachusetts 
Minnesota 
New Jersey 
New York 
Oklahoma 
Wisconsin 
Vermont 

Non-refundable credits 
Illinois 
Iowa 
Maine 
Oregon 
Rhode Island 



Why Model a State Credit on the Federal EITC? 

The federal EITC was established in 1975 to offset the effects of federal payroll taxes on 
low-income families. It has been expanded several times since, providing additional assistance 
to welfare recipients entering the workforce and other workers supporting their families on low 
wages. 
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The effectiveness of the federal EITC both in supporting work and in alleviating child 
poverty has been confirmed by a number of recent studies. 

• The EITC now lifts nearly 5 million people — roughly half of them children — 
out of poverty each year; it is the nation’s most effective antipoverty program for 
working families. 

• In addition, recent research shows that the credit has contributed to a significant 
increase in labor force participation among single mothers. 

• Interviews with EITC recipients show that many use their EITC refunds to make 
the kinds of investments — paying off debt, investing in education, securing 
decent housing — that enhance economic security and promote economic 
opportunity. 



Designing a State EITC 

Fifteen state EITCs piggyback on the federal EITC; those 15 states use federal eligibility 
rules and express the state credit as a specified percentage of the federal credit. (The 
percentages are shown in Table 1.) The sixteenth state with an EITC, Minnesota, also uses 
federal eligibility rules, and its credit parallels major elements of the federal structure. 

Eleven of the 16 states with EITCs follow the federal practice of making the credit 
“refundable.” This means a family receives the full amount of its credit even if the credit amount 
is greater than its income tax liability. The amount by which the credit exceeds annual income 
taxes is paid as a refund. If a family has no income tax liability, the family receives the entire 
EITC as a refund. All low-income working families with children can participate in a refundable 
EITC. Refundable credits are offered in Colorado, the District of Columbia, Kansas, Maryland, 
Massachusetts, Minnesota, New Jersey, New York, Oklahoma, Wisconsin, and Vermont. 

The remaining five credits are non-refundable — that is, the credit is available only to the 
extent that it offsets a family’s income tax. A non-refundable EITC can provide substantial tax 
relief to families with state income tax liability, but it provides no benefits to working families 
that have income too low to owe any income taxes. Thus a non-refundable credit assists 
somewhat fewer working-poor families with children and is likely to be less effective as a work 
incentive. Non-refundable credits are presently offered in Illinois, Iowa, Maine, Oregon and 
Rhode Island. 
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Financing a State Credit 



The annual cost of refundable state EITCs in recent years has ranged from about $11 
million in Vermont to $361 million in New York, less than 1 percent of state tax revenue in each 
state. The cost of a state EITC depends principally on four factors: the number of families in a 
given state that claim the federal credit, the percentage of the federal credit at which the state 
credit is set, whether the credit is refundable or non-refundable, and how many state residents 
that receive the federal credit also learn about and claim the state credit. Because state EITCs are 
better targeted to low- and 
moderate-income working 
families than many other 
major tax cuts, the cost may 
be relatively modest. A 
relatively straightforward 
procedure for estimating the 
cost of a refundable credit in 
any state is set forth on pages 
27 to 29 of this report. 

Most state credits to 
date have been financed from 
funds available in a state’s 
general fund — the same 
funding source typically used 
for other types of tax cuts. 

When an EITC is used to .. 
offset the effects of a 
regressive tax increase, such 
as a sales tax increase, a part 
of the proceeds of the revenue 
increase may be set aside for 
the EITC. Current federal 
regulations also offer the 
opportunity to finance a 
portion of the cost of a 
refundable credit from a 
state’s share of the federal 
Temporary Assistance to 
Needy Families block grant. 

Whether general funds or 
block-grant funds are the 
most appropriate funding 



Table 1: State Earned Income Tax Credits 
Based on the Federal EITC 



State 


Percentage of Federal Credit 
(Tax Year 2001 Except as Noted) 


Refundable credits: 




Colorado 


10% 


District of Columbia 


25% 


Kansas 


10% 


Maryland* 


15% 


Massachusetts 


15% 


Minnesota 


25% to 45%, depending on earnings 


New Jersey** 


15% (rising to 20% by 2003) 


New York 


25% (rising to 30% by 2003) 


Oklahoma 


5% effective in 2002 


Vermont. 


. 32% . . , ... 


Wisconsin 


4% — one child 
14% — two children 
43% — three children 


Non-refundable credits: 




Illinois 


5% 


Iowa 


6.5% 


Maine 


5% 


Oregon 


5% 


Rhode Island 


25.5% (25% in 2002 and thereafter ) 


^Maryland also offers a non-refundable EITC set at 50 percent of the 


credit. Low- and moderate-income taxpayers in effect may claim either 
the refundable credit or the non-refundable credit, but not both. 


**The New Jersey credit is available only to families with incomes below 


$20,000. 




Center on Budget and Policy Priorities 



9 



O 

ERiC 



10 



stream to use to finance the credit will depend on' a number of factors, including the specifics of a 
state’s budget situation, the amount of unallocated TANF funds or “maintenance of effort” funds 
available to the state, and the state’s priorities for use of TANF funds. No matter how it is 
financed, however, an EITC can complement a state’s welfare program by assisting low-income 
working families with children. 
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I. 



The Problem: Poverty Despite Work 



It is common to believe that most poor families with children include parents who could 
work but do not. Yet this is not an accurate picture of poor families in the United States. To the 
contrary, work is the norm among poor families with children. 

• In 2000, some 4.4 million families with children in which the parents were not 
elderly or disabled had incomes below the federal poverty line. 2 Of these families, 
3.0 million — or 69 percent — included at least one working parent. 

• Some 12.3 million people — including 7.3 million children — lived in a working- 
poor family in 2001. In 2001 dollars, that means living on an income of less than 
about $14,100 for a family of three or about $18,100 for a family of four. 

• Among all poor families with children in which one or both parents were 
employed at any time during the year, the parents worked a combined average of 
44 weeks throughout the year, or about 10 months. 

• Even among families that received welfare income at some point in 2000 — either 
TANF cash assistance, SSI, or general assistance — 76 percent had a parent who 
worked part of the year. This includes families that used public assistance when a 
parent’s job was lost, families that left welfare when a parent found work, and 
families in which a parent worked but remained eligible for welfare due to low 
earnings. 



2 An additional 600,000 poor families had parents who were ill, elderly or disabled, and thus were not able to 
work. 



Figure 3 

Poor Families With Children, 2000 



Working Poor 




Non-working Poor 



31% 



Nota: "Working Poor* indudg* families tha! worked at least 13 weeks (one quarter). 

Sources: U.S. Census Bureau. March 2001 Current Population Survey; Center on Budget and Policy Priorities. 



The problem of poverty despite work has grown substantially over the past two decades. 
Although unemployment rates were at historically low levels in 2000, the poverty rate among 
families with children in which the household head worked was 9.2 percent in 2000, one-fifth 
higher than it was in 1979 (a year that, like 2000, was the peak of an economic expansion). 

The recession that began in March 2001 is likely causing a further increase in the poverty 
rate among working families. During each of the previous two recessionary periods — the 
recession of the early 1990s, and the back-to-back slowdowns of the early 1980s — the number 
of poor working families with children increased by 20 percent to 40 percent compared to pre- 
recession levels. As layoffs mount and unemployment rises in 2001 and into 2002, more 
working families are likely to find that at least one family member has lost a job, faces reduced 
hours, or has taken a wage cut to stay employed. As a result, poverty rates likely will rise above 
2000 levels. 
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II. Helping Make Work Pay: The Federal Earned Income Tax 
Credit 



The federal EITC is a tax credit for low- and moderate-income workers, primarily those 
with children, designed to offset the burden of Social Security payroll taxes, supplement 
earnings, and complement efforts to help families make the transition from welfare to work. The 
EITC was enacted in 1975 primarily as a means of tax relief; for a decade, the credit received 
little attention and was not altered significantly. Starting in the mid-1980s, however, the EITC 
was expanded significantly three times, in 1986, 1990, and 1993. (An additional, more modest 
expansion of the EITC enacted in 2001 is discussed in the box on page 7.) Through these 
expansions, the EITC became a central element of federal efforts to boost income from work and 
lessen poverty among families with children, a set of goals often called the ‘‘make work pay” 
strategy. Support for the EITC has come from across the political spectrum, with conservatives 
such as former President Ronald Reagan among its strong supporters. 

The maximum EITC benefit for the 2001 tax year is $4,008 for families with two or more 
children and $2,428 for families with one child. The greater EITC benefit for larger families 
reflects a recognition that larger families face higher living expenses than smaller families. 
Workers without a qualifying child also may receive an EITC, but the maximum credit for 
individuals or couples without children is $364 in 2001, much lower than the credit for families 
with children. 

The EITC benefit that an eligible family receives depends on the family’s income. For 
families with very low earnings, the value of the EITC increases as earnings rise. For example, 
families with two or more children receive an EITC equal to 40 cents for each dollar up to 
$10,020 earned in 2001, for a maximum benefit of $4,008. Families with one child receive an 
EITC equal to 34 cents for each dollar earned up to $7,140 of earnings, for a maximum benefit of 
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Figure 4 

The Federal Earned Income Tax Credit 
in Tax Year 2001 



Credit amount 




Earnings 

Ceres: Bugger ar*i >VHfcy P:ky.:tige 



$2,428. Both types of families continue to be eligible for the maximum credit until income 
reaches $13, 090. 3 

For families with incomes above $13,090 in 2001, the EITC phases out as earnings rise. 
Families with two or more children are eligible for some EFTC benefit until income exceeds 
$32,121, while families with one child remain eligible for some EITC benefit until income 
exceeds $28,281. Figure 1 shows the EITC benefit structure for families with children. The 
exact parameters for tax years 2001 and estimated parameters for 2002 are shown in Appendix I. 

In tax year 2002, the income level at which the credit begins to phase out will be higher 
for married couples than for other types of families. See box on page 7. 

About 19.2 million U.S. families and individuals claimed the federal EITC in tax year 
1999. Table 2 shows state-by-state participation levels. 

The federal EITC is a refundable credit, which means that if the credit amount is larger 
than a family’s income tax bill, the family receives a refund check. This refundability allows 
families to take full advantage of the credit even if they owe little or nothing in federal income 
taxes, as is the case for most poor working families. 



The average benefit for a family with one child in tax year 1998 was about $1 ,500; for a family with two or more 
children, the average credit was $2,300. 



Table 2: Number of Families and Individuals 
That Received the EITC for Tax Year 1999, by State 



State 


EITC Recipients 


State 


EITC Recipients 


Alabama 


440,060 


Montana 


64,829 


Alaska 


30,374 


Nebraska 


91,694 


Arizona 


336,523 


Nevada 


125,638 


Arkansas 


246,868 


New Hampshire 


53,250 


California 


2,334,947 


New Jersey 


441,288 


Colorado 


227,264 


New Mexico 


178,869 


Connecticut 


144,554 


New York 


1,307,617 


Delaware 


48,760 


North Carolina 


639,219 


District of Columbia 


51,685 


North Dakota 


35,544 


Florida 


1,289,189 


Ohio 


673,191 


Georgia 


704,750 


Oklahoma 


274,500 


Hawaii 


66,632 


Oregon 


194,030 


Idaho 


82,080 


Pennsylvania 


680,246 


Illinois 


752,237 


Rhode Island 


58,233 


Indiana 


356,503 


South Carolina 


372,035 


Iowa 


143,521 


South Dakota 


47,174 


Kansas 


143,887 


Tennessee 


474,954 


Kentucky 


298,718 


Texas 


1,867,016 


Louisiana - 


480,22-1 


Utah 


107,749 - . 


Maine 


77,245 


Vermont 


34,207 


Maryland 


315,447 


Virginia 


430,833 


Massachusetts 


272,091 


Washington 


303,384 


Michigan 


547,783 


West Virginia 


134,908 


Minnesota 


210,724 


Wisconsin 


242,492 


Mississippi 


343,389 


Wyoming 


31,185 


Missouri 


379,333 






Source: Internal Revenue Service, SOI Bulletin , Spring 2001. 




Center on Budget and Policy Priorities. 







Because the EITC is administered through the tax code, most recipients claim the credit 
when they file an income tax return. Families also have the option to receive a portion of their 
EITC benefit throughout the year with each paycheck, although few families exercise that option. 
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The EITC is available to both single-parent and two-parent families with children. Two- 
parent families can receive the EITC whether both parents work or whether one parent works 
while the other parent stays home to care for the children, so long as the family’s income is 
below the EITC limit. In this respect the credit differs from some other tax benefits for working 
families, such as the dependent care credit, where only families in which both parents work are 
eligible for the credit. 



How the Federal EITC Achieves Its Goals 

The structure of the federal EITC enables it to accomplish several policy goals, as 
illustrated by the following examples. 

• The federal EITC reduces the tax burden on low- and moderate-income families 
both by offsetting federal income taxes and by offsetting some or all of the federal 
payroll taxes that finance the Social Security and Medicare programs. 

Example One . A single parent with one child, working full time throughout the 
year at a wage of $10 per hour, earns $20,800 per year. This worker owes $235 in 
2001 federal income taxes which are withheld from the paycheck during the year. 
The family also qualifies for an EITC of $1,196. The EITC allows the family to 
get back the $235 it paid in income taxes and to receive an additional refund of 
$961. The EITC refund serves to offset some of the worker’s $1,591 in payroll 
taxes that also were paid during the year. 4 

• For many recipients, especially those just entering the workforce and those with 

very low earnings, the EITC goes beyond offsetting taxes paid to act as a wage 
supplement. 

Example Two. A single parent with one child working full-time at the minimum 
wage of $5.15 per hour earns about $10,700 annually. This worker does not owe 
any federal income tax, but qualifies for a 2001 EITC of $2,428. The parent pays 



^he calculations of payroll tax in this analysis do not include the portion of the payroll tax paid directly by the 
employer that matches the employee’s share; the employee and employer each pay 7.65 percent of earnings. 
Although the employer share of the tax is not reflected in workers’ nominal earnings — in this case $10 an hour — 
economists generally hold that both the employer and employee share of the payroll tax are in effect reductions in 
employee wages. The history of the EITC indicates it was designed specifically to offset both shares of the payroll 
tax. 
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Federal EITC Improvements Enacted in 2001 Will Affect State EITCs 

The federal tax bill enacted in June 2001 contains some modest but important improvements to 
the federal EITC. These changes will simplify the EITC, improve compliance and administration, and 
make the EITC more beneficial for married couples. These improvements will also affect state i EITCs 
that are based on the federal credit;: . '■ vv: : y; ; . : 

Increase for married couples r ; ' ' y , v ; ..; ; • 

The newly enacted tax law lifts EITC benefits for married couples, specifically, for those married 
parents with incomes above the income level at which the EITC begins to phase down. This level is : 

$ 13,090 in 200 1 . (It is adjusted each year for inflation.) 

The legislation increases the income level at which the federal EITC begins to phase down for 
married filers by $1,000 in 2002 through 2004, by $2,000 in 2005 through 2007, and by $3 -000 starting 
in 2008. This adjustment is in addition to the normal inflation adjustment in the EITC. For example, in 
tax year 2002, the credit for unmarried parents will begin to phase out at an income level of $13,520, but 
for a married couple it will not begin to phase out until income reaches $14,520. 

Because of this change, in 2002 through 2004, a married couple with two or more children and 
income in the phase-out range will receive a federal EITC up to $21 1 greater than an unmarried parent 
with the same income. The amount of the increase will be up to $160 for married couples with one child. 
The increase in 2005 to 2007 will be $422 for a married couple with two children and $320 for a married 
couple with one child; after 2007 the increases will be $633 and $480 respectively. State EITCs for such 
married couples will increase by proportionate amounts. 

The change also will make more married couples eligible for federal and state EITCs because it 
will increase the top income level at which a married couple may receive a federal EITC and hence a 
state EITC. The projected parameters of the federal EITC for tax year 2002 for both married and 
unmarried tax filers are shown in Appendix I; 

Simplifying the EITC and Reducing Errors. 

The 2001 tax law also simplifies the credit and is expected to reduce the number of inaccurate 
EITC claims. Under previous law, the EITC used slightly different definitions of earned income and 
adj listed gross income from the rest of the tax code; the new law eliminates those differences. The new 
law also simplifies the rules for parents who live with other relatives and for foster parents. Lastly, the 
law gives the Internal Revenue Service a new tool for identifying potentially ineligible EITC recipients: 
permission to deny EITCs to non-custodial parents identified as such in the federal database of parents 
who are under child support orders. (Only custodial parents may receive the EITC.) This last provision 
takes effect in 2004. 



The increased benefits for married couples and the simpler rules for receiving the credit are 
expected to have a relatively small effect on the overall cost of the credit. The congressional Joint 
Committee on Taxation estimates the changes will increase the total cost of the credit by about 2.7 
percent in fiscal year 2003. By fiscal year 2009, when the changes are fully phased in, the new law will 
increase the cost of the EITC by a total of about 6.8 percent compared to previous law. Cost implications 
for state EITCs are discussed further in Chapter V. 



$819 in payroll taxes, so the EITC refund (plus a small child tax credit of $70) 
offsets those taxes and provides an additional $1,679 as a wage supplement. 5 

• As a result of recent expansions of the EITC and of 1996 legislation to raise the 
federal minimum wage, a minimum-wage job plus the EITC provide enough cash 
income to some families to support a family at a level above the poverty line. 

Without the federal EITC, the full-time minimum-wage worker with one child 
described above would have after-tax income of $9,881, about $1,600 below the 
federal poverty line of $11,500. The EITC lifts the family’s cash income to 
$12,379, about $830 above the poverty line. 6 Similarly, for a single parent of two 
children with a full-time, minimum-wage job, the EITC is sufficient to lift the 
family’s after-tax earnings above the poverty line. 

For families of four persons or larger, however, a full-time minimum wage job 
and the EITC together are not sufficient to lift the family from poverty. As 
discussed in the next chapter, a state EITC can help bridge the gap. 

These examples also help illustrate the importance of the refundability of the EITC. If it 
were not refundable, the EITC could not offset payroll taxes — which represent a much larger 
burden on low-income working families than the income tax — nor serve as a wage supplement 
to families with little or no income tax liability. 

Research evidence confirms that the EITC has been effective at meeting the goals of 
making work pay better and reducing poverty among working families. 

• The wage supplement offered by the EITC has encouraged hundreds of thousands 
of welfare recipients to enter the workforce. Several academic studies, using a 
variety of sources of data, show that the EITC more than any other factor accounts 
for the increase in workforce participation among single mothers over the last 15 
years. (See box on page 10.) 



5 As in the preceding example, the calculation of payroll taxes does not include the employer share of payroll 
taxes. 

6 This calculation reflects earnings of $10,700, minus $819 for the employee share of payroll tax, plus the $2,428 
EITC and the $70 child tax credit. (In 2001 for the first time, the federal child tax credit is refundable, but only up 
to 15 percent of a family’s earnings above $10,000.) This income measurement differs from the measurement used 
by the Census Bureau in its official poverty calculations. The official federal poverty threshold is based on cash 
income, both earned and unearned, but does not include the value of in-kind benefits or the effects of taxes on 
disposable income. Nevertheless, many analysts agree that the payroll taxes and EITC benefits should be counted in 
addition to wages for the purpose of determining how far a family with a full-time minimum wage worker falls 
below the poverty line. 



